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Accounting Theory and Practice —
How Far Apart?
Dr. Marie E. Dubke, CPA
A statement frequently heard by both prac
titioners and teachers is, “There is a world of
difference between theory and practice.” In
a sense, this statement is true; in another
sense, it may lead to gross misinterpretation.
The uninitiated may very well feel that there
is little merit in studying theory since it and
practical accounting go separate and divergent
ways.
Let us spend a few minutes examining the
areas where theory and practice do indeed
part company. In the accounting textbook
a topic is discussed with all pertinent facts
given in the example or the case. Very often
the problem will ask for a solution and will
state that the student may “assume that all
other things remain constant.” In the prac
tical field the accountant or businessman must
first search through a multitude of factors,
sifting out that which is pertinent and ex
cluding that which is not. Here we find one
major difference between theory and prac
tice. The accountant starts one step . further
back than does the student. He must find all
of the pertinent facts and only the pertinent
facts before beginning his problem solving.
The author of the textbook has already com
pleted this phase of the work for the student.
Secondly, the businessman or accountant can
seldom assume that all other things will re
main constant. He knows that a decision made
this year may affect decisions or even restrict
the range of decisions which may be made in
future years. He may be able to begin his
analysis with this basic assumption but, hav
ing reached a simplified and tentative decision,
he must then go on to study the effect this
decision will have on related problems, topics,
and conditions before he makes a final de
cision.
These two differences between theory and
practice are very real but not necessarily the
areas which generally come to mind when we
hear the broad statement, “Theory and prac
tice are a world apart.” Let us look to some
specific areas where theory and practice do
differ. The American Institute of CPA’s has
set forth in Bulletin #43 (the revised publi
cation of the Accounting Research and Termi
nology Bulletins) a statement on the inventory

method known as “cost or market whichever is
lower.”
“As used in the phrase lower of cost or
market the term market means current re
placement cost (by purchase or by reproduc
tion, as the case may be) except that: 1) Mar
ket should not exceed the net realizable value
(i.e., estimated selling price in the ordinary
course of business less reasonably predictable
costs of completion and disposal); and 2)
market should not be less than net realizable
value reduced by an allowance for an ap
proximately normal profit margin.”1
This is a complicated formula and to my
knowledge there is probably not a single
firm in the United States which uses it. The
basis for this formula is extremely theoreti
cal and is a very tight logical argument. If there
has been a drop in the cost price of an in
ventory item after our firm has purchased a
considerable amount of this item, there is a
strong possibility that inventory procedures
such as FIFO or average cost will result in
the inventory being overstated at year-end.
If sales in Year 2 must be made at a lower
price because competitors are able to obtain
the inventory item at costs below our original
costs, a loss in Year 2 may very well result.
Conservatism would dictate that the account
ant should anticipate this loss and recognize
it in the year when the price change caused
a serious decline in the value of this inventory
item to our company. However, there are cases
where a decline, permanent or temporary, in
the cost price of the inventory will not be fol
lowed by a change in the seling price of our
firm’s products in Year 2. Our firm may have
fixed sales contracts to sell a number of units
to a customer. The contract may state the
selling price which was prevalent in Year 1.
The quantity agreed upon may more than
consume the units left in inventory at the end
of Year 1. In this case our company has had
no loss of inventory value nor has there been
a loss in usefulness of the inventory. Our firm
will make exactly the amount of profit which
Restatement and Revision of Accounting Re
search Bulletins (Accounting Research Bulletin
No. 43), 1953 (New York: American Institute
of Certified Public Accountants), p. 31.
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it anticipated making at the time it purchased
the inventory in question. There is in this
case no loss to anticipate. To follow the simple
rule of cost or market whichever is lower
(without using the judgment factor required
by the AICPA rule) would be to put in Year
1 a fictitious loss which will cause an abnormal
gain when the goods are sold in Year 2. This
clearly is income shifting.
A similar situation may occur for a manufac
turing firm which has no fixed sales contract.
Suppose, for example, that the price of copper
or zinc changed radically in December of a
given year when a manufacturing firm had
quite a number of units of copper or zinc in its
inventory. To follow the simple rule of cost
or market whichever is lower without any
judgment, the firm would decrease its in
ventory cost and recognize a loss. The man
ufacturing firm in question may very well use
10 or 20 cents worth of copper or zinc or
both in its major product. In Year 2 it utilizes
the inventory which remained at the end of
Year 1. If it had taken a loss in Year I, its
total cost of each unit manufactured would
be slightly less than in Year 1 (all other things
being equal) because the inventory cost of
the copper and zinc was reduced. If the com
pany makes a product that sells for tens or
hundreds of dollars, it will probably not change
its selling price to its customers because of a
drop in price of copper and zinc; therefore,
it will realize a few cents more profit on
each item in Year 2. Again, we have recognized
a fictitious loss in Year 1 and shifted income
into Year 2.
The AICPA formula forces the company to
consider these things in determining whether
cost or market should be utilized. It would
prevent the use of market in the two cases
we have just examined. The problem is that
the formula as stated is of necessity very tech
nical and discusses normal profit margin (some
thing which has never been defined) and costs
of completion and disposal which may be
most difficult to predict. Therefore, the formula
has probably never been followed literally by
any accountant except the student doing the
busy work problem illustrating the inventory
method in an intermediate or advanced text
book or the CPA aspirant who is unfortunate
enough to draw this type question on the CPA
examination. Some companies do undoubtedly
consider the thought behind the AICPA cost
or market formula when deciding whether to
use cost price for a given inventory item in a
given situation. But for each one who does,
probably 100 others simply blindly compare
cost and market prices, picking the lower,
without consideration of whether a loss has
actually been sustained.
A second area in which there is considerable

controversy is the LIFO area. Here we have
two groups of accountants who disagree with
each other as to whether LIFO is an accept
able theoretical treatment. When LIFO was
first introduced there were many references
in the literature to the method in which in
ventory actually physically flows through the
business. FIFO was interpreted as a situation
where inventory passed through a pipeline.
The first units into the company were pushed
out by the units later acquired. The units
marched through the pipeline like little soldiers
all in a line—one following the other with
none changing position. Average cost was
visualized as a big mixing chamber in which
inventory units were dumped in at the top
and let out through a spigot at the bottom.
The units were like liquids which merged
with each other and lost their separate identi
ties so that once dropped into the vat or
chamber the inventory units were indistin
guishable, one from the other. The American
Accounting Association still maintains this
visual aproach. It points out that FIFO and
average costs do represent logical inventory
flows in a company; and, therefore, these in
ventory methods are acceptable. LIFO visually
pictured would be a shelf with infinite depth
where later acquired units were placed at
the front and older units were pushed to the
back—or a pit into which units of inventory
are thrown covering the older units which re
main on the bottom. Inventory is removed
from the front of the shelf or the top of the
pit and one never gets to the back of the
shelf or bottom of the pit. The units there
physically deteriorate, rot, rust, or whatever.
Since enlightened management would never
allow this kind of physical flow to occur, the
American Accounting Association holds that
the LIFO method is without theoretical justi
fication.
The American Institute has never attempted
to justify inventory procedures by studying
physical flow of inventory in a firm. Instead
it points out that, of the various financial
statements prepared, management and other
readers tend to be most concerned with the
income statement.
Accounting assumes a stable dollar. This we
know is an incorrect assumption. We have had
a history of price increases since the recovery
from the Great Depression. In some periods
the price changes have been very rapid and
very drastic. During these periods firms have
often found that December sales are being
matched against cost-of-sales figures repre
senting inventory purchases of a month or two
prior. If price changes have bounded upward
considerably in the intervening months, a
large portion of the profit may be “paper”
profit. The profit of the period may have to
4

be used in total or in part to replace units of
inventory which were sold. For example, if
we purchased an inventory item in October
for $10 and sold it in December for $12 (and
used FIFO), our income statement would
show a gross profit of $2. However, if on
January 1 this same unit cost $11, it would
require $1 of profit to just replace the unit
which had been sold. If we are allowed to
select the price tag of an identical unit pur
chased in December at $11 (or $10.95 or
$10.80) and attach it to the unit sold, we
would show profit on the income statement
of $1 or $1.05 or $1.10. This is more in keep
ing with actual fact. We would at the same
time take the price tag of the unit purchased
in October and place it on the unit we had
purchased in December. This is LIFO. We
simply move the price tags around, saving our
very oldest price tags for the units on hand
at the current time and using the current
price tags for our cost-of-sales. The result of
this maneuver is that we match December
sales with December purchase prices. Our
inventory may be stated at October prices or
January prices or prices of two years ago.
The result is that our income statement is
more meaningful and our balance sheet is
less meaningful. If we accept the assumption
made by the AICPA that the income statement
is the more important of the two, our action
is justified. It is further somewhat justified by
the fact that other assets listed on the firm’s
balance sheet are stated in purchase prices
of other periods. The building may be stated
in 1920 dollars, some equipment may be
stated in 1950 dollars, some automobiles may
be stated in 1961, 1962, or 1963 dollars. In
ventory stated at price levels of two or three
or ten years ago is one more misstated item,
but it is not the only one.
Of course, in practice we find LIFO and
FIFO and average cost used. Here we have
a situation where practicing accountants use
LIFO, while two accounting associations whose
membership is drawn from both theoretical
and practicing accountants hold conflicting
views on the acceptability of the LIFO in
ventory method.
A third area in which theory and practice
differed until 1954 is depreciation. In ac
counting texts published in the early 1900’s
various methods of determining depreciation
were presented. In addition to straight line,
there were sum of the years’-digits and de
clining balance methods. Few firms ever used
sum of years’-digits or declining balance. Only
restricted versions of these methods were al
lowed for income tax purposes. There was
nothing theoretically wrong with them. En
gineering studies supported their theoretical
arguments and students bemoaned the fact

that they must know these depreciation meth
ods even though “no one uses them.” When
the Revenue Act of 1954 allowed more liberal
forms of sum of the years’-digits and declin
ing balance methods for income tax determi
nation, many firms suddenly decided that this
theoretical method was more desirable; and
good theory became acceptable practice over
night.
Students still complain today in the prop
erty, plant, and equipment units of their
studies that it is unfair for them to have to
learn the theoretical method for recording the
gain or loss on a sale of a partially depreciated
or fully depreciated asset. “The only method,”
they will state, “that is used today is the tax
treatment.” Under the tax method, when an
asset is traded for a new asset, the adjusted
cost of the new asset is the sum of the un
depreciated cost of the old asset plus what
ever cash or additional assets change hands in
the deal. Of course, it is simple to understand
why the Internal Revenue Service has taken
this stand. Businessmen would like to depre
ciate an asset rapidly. The depreciation is an
expense and as such reduces taxable income
in each of the years the asset is utilized. After
several years, when the asset is traded, the
asset book value has been reduced to a very
nominal figure. Income tax benefits have been
realized in prior years. In the year of the
trade, a gain would be recognized if a reason
able trade-in were allowed for an asset that
had been depreciated almost completely. The
firm would pay tax on this gain, but at capital
gain rates. The income tax requirement that
gain or loss not be recognized but that it be
used to determine adjusted cost thwarts this
tax evasion plan. The gain reduces the cost
of the new asset and less depreciation, there
fore, is allowed the taxpayer in future years.
The government as a result collects its full
amount of taxes from the taxpayer.
The corporation or businessman who chooses
to keep only one set of records instead of one
for tax purposes and one for business pur
poses will use the tax method for recording
trades of assets. However, conceivably a change
in income tax laws at sometime in the fu
ture could result in the theoretical method be
coming acceptable and preferable. Only while
the income tax law allows Section 1231 assets
to be eligible for treatment as capital gains
and losses will this income tax problem exist.
Finally, one other area where theory and
practice differ is in amortization of bond dis
count or premium. The theoretical method
generally suggested as the preferred treatment
is the so-called scientific method where bond
yield tables are utilized and the discount or
(continued to page 8)
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To attain the goals of AWSCPA, in the
president’s opinion, it is not sufficient just
to be good accountants; but we must be well
rounded individuals, eager to assume responsi
bilities and eager to learn. Each member
must be an active participant in the pro
gram of the American Institute of Certified
Public Accountants, the state societies of
CPA’s, the local CPA chapters, the American
Society of Women Accountants, and other
professional organizations. Each member must
be active in civic, service, and political or
ganizations, thereby becoming an integrated
part of the community—a person of influence.
The general theme of the program for the
year will be “Growth Through Challenges”,
with emphasis on membership participation,
first, in AWSCPA and, then, in other profes
sional, civic, service, and political organiza
tions. It is the sincere hope and desire of
your president that each member will accept
the challenges stated above and will make
AWSCPA a personal matter. It is her hope
that each member will participate in the pro
gram for this administration and will present
her ideas and recommendations for a better
program, and will attend the Annual Meet
ing of AWSCPA and ASWA in Dallas, Texas,
September 15-18, 1965. By attending the An
nual Meeting, women CPA’s have the oppor
tunity of fellowship with other women who
have similar problems and an opportunity for
increasing accounting proficiency. It is hoped
that the readers of THE WOMAN CPA who
would like to have information about our
Society will contact the president and that if
there are readers to whom AWSCPA can be of
service, they will also contact the president.
Your president is grateful for the confi
dence the AWSCPA members have shown
in her leadership abilities and pledges to ad
minister the activities of the Society to the
best of her ability. The wise leadership of
the past is an inspiration to her and gives
her courage to assume the responsibilities
of the office. She particularly appreciates the
counsel and guidance of the 1964-65 Presi
dent, Margaret E. Lauer.
The capable officers and directors you have
chosen to serve during the 1965-66 admini
stration with your president are:

May each of us use the “Great Power”
within us to accept challenges and grow—
as we grow, so does AWSCPA.

Lucille R. Preston, holder of a Texas CPA
certificate, is manager of the tax department
and auditor for Russell Maguire, independent
oil operator, in Dallas, Texas. She is a grad
uate of Texas Christian University, Fort
Worth, Texas.
In AWSCPA, Mrs. Preston has served as
first and second vice president, secretary, and
director, as well as chairman of various
AWSCPA committees. She is a past presi
dent of the Dallas Chapter of the American
Society of Women Accountants.
She is a member of the American Institute
of Certified Public Accountants, as well as
the Texas and New York societies of CPA’s.
Other memberships include Dallas Estate
Council, Dallas Chapter of the Business and
Professional Women's Club of Texas, Amer
ican Association of University Women, Al
trusa International, and various other civic
organizations.

Accounting Theory
(continued from page 5)
premium is amortized at differing dollar
amounts each period. The differing dollar
amounts result from utilizing the interest
factor. Straight-line method results when the
total premium or discount is divided by the
number of periods and the same amount of
discount is considered applicable to each
period. The straight-line method, of course,
is easier to compute. The scientific method
can be worked out; however, its schedule is
somewhat difficult to compute without a calcu
lator. It also requires the use of bond tables
which are not part of the standard equipment
of every business firm. In some firms the dif
ferences in income or expense between the
two methods might be material. In most cases
it probably is not. Therefore, because of the
additional work involved and because of
the resultant small differences, the practicing
accountant takes the line of least resistance
and uses the easier method.
These, then, are some examples of the major
areas where practice and theory differ. First,
differences exist between practice and theory
where an oversimplified rule has gained popu
larity and is being used by accountants who
should be better informed. Through lack of
understanding or sheer weight of precedence,
they choose to follow the rule without apply
ing the judgment which makes accounting an
art. Second, practice and theory will differ

Loretta A. Culham—First Vice President
Beth M. Thompson—Second Vice President
Frances D. Britt—Secretary
Mary E. Ruddy—Treasurer
Dr. Marie E. Dubke—Director
Marjorie June—Director
Marcella M. Meier—Director
Dorothea Watson—Director
Margaret E. Lauer—Director (Ex-Officio)
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Mary E. Burnet, CPA
Rochester Institute of Technology
Rochester, New York
Dr. Marie E. Dubke, CPA
Central Michigan University
Mount Pleasant, Michigan
Carmoleta G. Field
Central Missouri State College
Independence, Missouri
Dr. Virginia R. Huntington, CPA
Arizona State University
Tempe, Arizona
“Managerial Use of Operations Research,”
Robert R. Irish, National Association of
Accountants Bulletin, April 1965, Volume
XLVI, Number 8
In discussing the difficulties which arise
when a manager is confronted with opera
tions research problems and their solutions,
the author stresses the fact that the basic
problem seems to be one of communication
between the operations research technician
and the manager.
Since operations research methods and man
agement accounting are closely interrelated,
the management accountant should be a mem
ber of the operations research team. The man
ager and the team’s liaison representative
must develop a mutual understanding of
each other’s perspectives, approaches, and
limitations. The author points out that there
is a pressing need for a broadening of man
agerial know-how by the operations researcher
and a strengthening of mathematical com
prehension by the manager. Managers need
to recognize the kinds of problems which
operations research techniques can solve and
then delegate to the team the work of solv
ing these problems more effectively.
In addition to discussing the communica
tion problem, the article presents three cases
in which decisions were made by means of
operations research methods. The first case
is that of a manufacturer with multi-plant
operations who decided to relocate one highcost operation plant. The second case con
cerns the optimum size of an ice cream branch
plant and territory, and the third case in
volves the formulation of linear decision rules
for production and employment scheduling
in a paint factory.
M.E.B.

Accounting Theory
(concluded from page 8)
when theory has not been entirely agreed
upon; that is, where there is serious question
among the body of accountants as to the ac
ceptable method of treatment. Three, differ
ences between practice and theory exist when
compliance with regulatory or governmental
agencies requires that records be kept in a
particular way. So long as we are regulated, so
long as we must file certain reports, account
ants will probably continue to select the
method required by these agencies rather than
the theoretical method when the two disagree.
Four, accounting practice and theory differ
whenever the effect on the operating state
ment tends to be immaterial.
So, on examination, do theory and practice
really differ very much? Before we leave this
discussion of theory and practice, I would like
to mention that one difference between science
and accounting is that, in the field of account
ing, theory begins in the field—not in the
classroom or laboratory. It is the practicing
accountant who comes up with the new situa
tion. Accounting is a service discipline. We
exist only to serve the owners, the managers,
the lenders, and other groups interested in the
firm. As a business community changes, as we
have new business practices, as businessmen
and lawyers find new ways of handling busi
ness transactions, we, the accountants, must
find the proper way to translate these trans
actions into debits and credits and see that
they are properly presented on the financial
statements of the firm. The new practice origi
nates in the business community. The prob
lem must be solved by the accountants, the
CPA’s, those working with the records. When
a problem crops up enough times or is so sig
nificant that its handling will materially affect
the statements of the period, it is introduced
to the rest of the accounting world through
a speech, an article, or a discussion among
accountants. At that point accountants well
trained in theory (whether practicing or teach
ing) build theoretical arguments for and
against the various methods proposed for
handling the transactions.
Finally, at long last, it is introduced as
theory in the textbooks and the classrooms.
Theory is then both an outgrowth of practice
and a guide to practice. And, I think, the dif
ference between the two is not really so great
as many of us have been led to believe.
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